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Employee stock option plans have been an important part 
of the compensation package offered to employee. The core 
issue related to employee stock options is how the plans 
should be valued on the financial statements. The 1972 
Accounting Principles Board Opinion No. 25 and the recently 
released Statement of Financial Accounting Standards No. 123 
both address the valuation issue. This paper studies the 
characteristics of APB 25 and SFAS 123 as well as their 
applications. The paper then offers a modified valuation 
approach which attempts to achieve the goal of providing 
better information on employee stock option plans to the 
users of financial statements. 
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providing better information on employee stock option plans 
to the users of financial statements. 
Overview of accounting standards for stock options 
Before 1993, accounting for stock-based employee 
options was governed by APB Opinion No. 25, "Accounting for 
Stock Issued to Employees." Under APB No. 25, companies 
recognize no compensation cost for fixed stock options 
plans, which are options with known exercise price and the 
number of option shares at the grant date, at the date the 
options are granted if the stock price at that date does 
not exceed the exercise price. In other words, there is no 
intrinsic value for such fixed options. If, however, the 
stock price exceeds the exercise price, then the 
difference, or the intrinsic value, must be recognized. 
Most companies set the exercise price above the stock price 
to avoid recognition. 
Compensation cost for variable plans, however, lS 
usually recognized. Variable plans, commonly known as 
performance-based plans, are those plans with either the 
exercise price or the number of options shares or both to 
be determined at a date later than the grant date. 
The Opinion generated a lot of criticism because the 
amount of compensation cost can be greatly understated 
since companies only have to recognize the cost incurred by 
variable plans but ignore the cost of fixed plans . As a 
2 
matter of fact, most companies only offer fixed plans to 
their employees and few of them offer variable plans. 
In response to the criticisms, Financial Accounting 
Standards Board ("FASB") issued an exposure draft entitled 
"Accounting for Stock-Based Compensation" in June 1993 In 
an attempt to replace APB No. 25. The exposure draft 
required companies to use a fair value approach on stock 
options. Under the fair value approach, compensation cost 
must by recognized at the date of grant. Companies must 
use one of the option pricing models recommended by the 
FASB to calculate the value of the options at the grant 
date, and they must recognize the value on their financial 
statements. 
The exposure draft met a tremendous amount of 
opposition once it was released. The FASB received over 
1,700 comment letters. Most of them opposed the exposure 
draft. 3 Criticisms came from public and nonpublic 
companies, public accounting firms and even the government. 
Most people fear that recognizing the value of the options 
in the financial statements would raise the cost of capital 
and result in a lower net income. Some people argue that 
the option value is too difficult to estimate and complain 
that even with a reliable option pricing model, it is 
complicated to apply the model due to the many assumptions 
that must be made. 
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income must be disclosed as if the fair value-based method 
was used in financial statements . 
FASB prefers the use of the fair value-based method 
introduced in SFAS No. 123 over the intrinsic value-based 
method under APB Opinion No. 25. Although the new 
statement does not mandate the use of the fair value-based 
method, it encourages companies to adopt the method in 
financial statements. In essence, the information on the 
fair value of the options will be presented to the users of 
financial statements since the effective date of SFAS 123. 
A company must choose between financial statements 
recognition and footnote disclosure and make the decision 
that is the most appropriate under its situation. 
APB 25 and its pros and cons 
APB 25 distinguishes compensatory employee stock 
option plans from non-compensatory plans. A plan is 
considered non-compensatory if it possesses four 
characteristics: (1) substantially all full-time employees 
meeting limited employment qualifications may participate, 
(2) stock is offered to eligible employees equally or based 
on a uniform percentage of salary or wages, (3) the time 
permitted for exercise of an option or purchase right is 
limited to a reasonable period, and (4) the discount from 
the market price of the stock is no greater than would be 
reasonable in an offer of stock to current stockholders or 
others. 6 Discounts up to 15% are permitted in practice. 7 
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($48-$46) x 100. Compensation expense for the period lS 
$67, or $200/3. 
Deferred compensation cost, estimated 
Executive stock options outstanding 
Compensation expense 
Deferred compensation cost 
200 
67 
200 
67 
2. At December 31, 1998, which is the measurement date, the 
actual exercise becomes known and is calculated to be $45, 
or $50 x (1-10%). The compensation cost is $700, or ($52-
$45) x 100. Since $200 has been recorded in the previous 
year, an additional $500 must be recorded. Likewise for 
periodic expense, it should be $233, or $700/3, for the 
current year . However, since only $67 was recorded In the 
previous year, a catch-up amount of $166, or $233-$67, must 
be recorded. 
Deferred compensation cost 500 
Executive stock options outstanding 500 
Compensation expense 399 
Deferred compensation cost 399 
3. On December 31, 1998, the last one third of the deferred 
compensation cost will be amortized, the entry is as 
follows: 
Compensation expense 233 
Deferred compensation cost 233 
In the three-year period, a total of $700 of compensation 
cost has been recorded in the financial statements for B's 
performance-based plan. Although A received the same 
amount of compensation under the fixed plan, the financial 
statements show no quantitative value of it. This 
10 
inconsistency prompts many companies to issue more fixed 
plans than performance-based plans. It violates the 
consistency principle, which is one of the important 
elements in the conceptual framework for setting accounting 
standards. 
Another weakness of APB 25 is the use of quoted market 
price of the measurement date. For a fixed plan, whether 
there is a compensation cost needed to be recognized 
depends on the quoted market price at the date of the 
grant. The price may not necessarily reflect the average 
performance of the stock if the market price fluctuates 
significantly. It is under the company's discretion to 
choose any date of the year to grant stock-based 
compensation plans to its employees. By manipulating the 
date of grant, the company can avoid recording any 
compensation cost. Although the company may simply choose 
to raise the exercise price to avoid recognition, it may 
not always prefer to do so if it wants to reward its 
employees as much as it can through stock options. The 
company may choose a day at which the stock price is lower 
than usual and grant the options at a relatively low 
exercise price, but not lower than the stock price . Even 
though the stock price may bounce back to a level that is 
much higher than the option price on the next day, there is 
still no need for the company to recognize any compensation 
11 
cost. Only the stock price on the date of grant 1S taken 
into account for the cost recognition purpose. 
For performance-based plans, the periodic compensation 
expense depends on the quoted stock price at the last day 
of the period. If this particular day's stock price is not 
representative of the average performance of the year, then 
the compensation expense can be volatile. In the example 
presented above, the first year's expense of $67 is 
substantially lower than the average expense of $233 1n the 
three years. This is a result of the low stock price at 
year end. The second year's expense is $399, almost six 
times higher than that of the first year. This large 
increase is due to the high stock price at year end and a 
catch-up amount which is the t of the small expense 
recognized in the previous year. Neither year's expenses 
faithfully represent the normal expense of the year. If 
the periodic expense allocation is purported to serve the 
purpose of the matching principle, then using the quoted 
stock prices at year-end dates fails to match the expenses 
to the operating revenues of the year. 
The third weakness of APB 25 is the improper 
classification of assets and equity. The amount of 
compensation cost is recorded as an asset account entitled 
"deferred compensation cost" and as an equity account 
entitled "executive stock options outstanding." (See 
example above) Assets are defined as "economic resources 
12 
of an enterprise that are recognized and measured in 
conformity with generally accepted accounting principles. 11 10 
Certain deferred charges such as prepaid costs are also 
considered as assets. Deferred compensation cost is not an 
economic resource which is owned by the company. Such cost 
may bring to the company's higher employee morale and/or 
low turnover rate. However, it does not give the company 
the right to own the free mind of its employees. Unlike 
prepaid insurance or prepaid rent which entitle the company 
the legal right of utilizing these resources until the they 
are expired, deferred compensation cost does not hold 
employees legally liable for working in the company until 
the end of the service period. The compensation is an 
expense to the company, and such expense is similar to 
salary expense which is the reward to employees for service 
performed. The compensation cost is not an equity, either. 
Before the grantee of a stock-based option plan exercises 
the option, the plan remains as a promise. A promise to 
make an employee one of the owners of the company does not 
make this employee an owner until he or she actually holds 
the stock of the company. Furthermore, there is always a 
possibility that the employee chooses not to exercise the 
option and that he or she will never become the owner. 
Therefore, compensation cost should not be accounted for as 
equity until after the employee exercises the options. 
Before the exercise, the option plan is more of a liability 
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accounting for different types of option plans in APB 25. 
Under the Statement, compensation cost is measured on the 
date of grant for both fixed and performance-based plans. 
The Board believes that APB 25 did not give a level of 
playing field to companies which award the same amount of 
compensation cost to employees under different plans. 
Companies using the fixed plans recognize no cost in the 
financial statements and realize a higher net income than 
companies using the performance-based plans. 14 SFAS 123 
eliminates the inconsistency by requiring the measurement 
for all plans at the same date. 
SFAS 123 recognizes compensation cost as a periodic 
expense instead of an asset as in APB 25. Expenses are 
defined in FASB Concepts Statement No. 6 as 
"outflows or other using up of assets or incurrences 
of liabilities (or both) from delivering or producing 
goods, rendering services, or carrying out other 
activities that constitute the entity's ongoing major 
1 . 15 or centra operatlons." 
Compensation cost represents an amount of resources given 
up to employees in exchange for their services. If the 
company did not grant the options to employees and instead 
sell the options to investors, the company would receive an 
inflow of cash. When the company grants the options to 
employees, it does not receive cash in return but instead 
receives services from them. The Board acknowledges that 
some people asserted that because the issuance of stock 
options does not result in the incurrence of a liability, 
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SFAS 123 does not take into account the actual economic 
profit that the employee may receive upon exercising the 
option. The following example illustrates this difference 
ln practice: 
1. At January 1, 1996, the date of grant, the company 
awards Employee C an option plan to purchase 100 shares at 
January 1, 1999, which is the first exercise date . 
2. The stock price at January 1, 1996 is $50. 
3. The stock price at January 1, 1999 is $70. 
4. The plan is performance-based. The estimated exercise 
price at January 1, 1996 is $50. At January 1, 1999, the 
exercise turns out to be exactly $50 . 
5. The measurement date is January 1, 1999. 
At January 1, 1996, using an option-pricing model, the 
company takes into account the six aforementioned factors, 
and calculates the option granted to C to be worth $17.25 a 
share . The compensation cost under SFAS 123 is $1,725, or 
$17.25 x 100 shares. The $1,725 represents the value of 
the option plan which is presumed to approximate the value 
of similar options that are traded in the stock market. 
Under APB 25, however, the compensation cost recognized is 
$2,000, or ($70 - $50) x 100 shares. The $2,000 represents 
the payoff received by C when she exercises the plan at 
January 1, 1999. The timing of measurement the 
compensation cost under SFAS 123 and APB 25 is different. 
The $1,725 is measured at the grant date, and the value is 
19 
not changed subsequently. The $2,000 is estimated and 
adjusted throughout the three-year period. The final 
measurement takes place at the first exercise date. 
The Financial Accounting Standards Board's decision to 
place a value on stock options can be justified. The 
Boards maintains that "nonrecognition of compensation cost 
implies either that employee stock options are free to 
employees or that the options have no value--neither of 
which is true." 17 Unlike traded options which investors 
must pay cash to acquire, employee stock options are paid 
by employee with their services. The requirement that an 
employee must provide services during a service period 
before he or she is eligible to exercise the options gives 
the evidence of the employee's payment to acquire the 
options in the form of service. Such payment represents a 
value of the stock options and should be recognized. Thus, 
the question is not whether the stock options have value--
they do--but how the options should be valued. 
Many people have questioned the use of the fair value 
approach. Fair value is defined in the Statement as 
"the amount at which an asset could be bought or sold 
in a current transaction between willing parties, that 
is, other than in a forced or liquidation sale."lS 
Since no subsequent adjustment will be made after the fair 
value is determined after the grant date, the six factors 
used to determine the value must stay unchanged from the 
grant date to the exercise date in order to keep the value 
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Figure 1 . The Relation Between Option Value and Stock Price 
The diagonal line in the graph represents the upper bound 
of the option price where the option value equals the share 
price. The option value cannot be greater than the share 
price because people would buy the stock instead of the 
option. The lower bound represents the situation where the 
option value equals the payoff of holding the option. The 
option price will not remain below the lower bound because 
the demand for such a lowly priced option will drive the 
option price up. According to Black and Scholes, the 
option price will be approximately equal to the stock price 
23 
(the upper bound) if the expiration date of the option is 
far in the future. Likewise, the option price will be 
approximately equal to the stock price minus the exercise 
price, or the payoff of exercising the option (the lower 
bound) .23 
The Black-Scholes model was derived based on several 
important assumptions, and some of the assumptions may not 
apply to employee stock options. First, the model assumes 
that the options are freely traded. Prices of options 
traded in a free market are driven by supply and demand. 
As predicted by the Efficient-Market Hypothesis, prices in 
capital markets fully reflect all available information in 
b · d 24 an un lase manner. Information asymmetries in an 
efficient market are unlikely to happen. Employee stock 
options, however, have no marketability, and their value 
can easily be affected by employees of the companies. Top 
executives who are granted the options can directly 
influence their firms' stock prices, especially over the 
25 long run. They may grant themselves option plans when the 
stock price is low and thus accrue a low compensation cost 
calculated from the Black-Scholes model. Over the long 
run, a successful top executive who is able to raise the 
stock price substantially reward himself/herself an option 
value that is much higher than the Black-Scholes value. A 
less successful executive may get less than the Black-
26 Scholes value. Therefore, the employee option value 
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expected dividend amount from the stock price. Dividend 
yield is assumed to remain the same over the life of the 
options. SFAS 123 provides that if the dividend yield 
changes over time, the option-pricing model needs to be 
modified to take dividends into consideration. 29 
In making SFAS 123, the Financial Accounting Standards 
Board is aware of the fact that the Black-Scholes model is 
not designed for the valuation of employee stock options. 
The Statement has allowed certain degree of flexibility to 
companies. However, many people still believe that the 
Black-Scholes value overstates the value of employee stock 
options. Alfred M. King, the vice president of Valuation 
Research Corp. proposed a 40 percent haircut of the Black-
30 Scholes value. King labeled this haircut as 
"marketability discount" because he asserts that employee 
stock options have no market, and the more difficult to 
sell an item, the less value the item has. 
What could be done differently? 
Given the problems related to the accounting method 
provided in SFAS 123, a nostalgia of APB 25 arises. APB 25 
offers simplicity to accountants. If it can be modified to 
eliminate the inconsistency in its approach, it may provide 
a more workable valuation method for employee stock options 
than SFAS 123. 
The proposed valuation approach presented in this 
paper has great similarity to APB 25. This approach 
26 
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price are the same. In other words, there is no intrinsic 
value at the date of grant. At the end of the first 
financial period, or at January 1, 1997, compensation cost 
is recognized since the stock price is above the exercise 
price. The following journal entry is made: 
Compensation expense 500 
Deferred stock option liability 500 
$500 = ($55 - $50) x 100 shares 
The $500 represents the reward to J for his value-added 
services during the year. It is an expense to the company 
for acquiring J's services in 1996. The amount is part of 
J's compensation package which includes other forms of 
rewards such as salary. In the second year, stock price 
rises again, and the company incurs additional expense. 
The following entry is made: 
Compensation expense 700 
Deferred stock option liability 700 
$700 = ($62 - $55) x 100 shares 
During the third year, however, stock price decreases from 
$62 in the previous year to $58. No expense related 
compensation cost needs to be recognize. Instead, the 
"Deferred stock option liability" account must be reduced 
to reflect the total up-to-date compensation. Since too 
much compensation cost is recognized in the previous years, 
the excess amount is recorded in a contra account of 
expense. This account can be viewed as a negative expense 
account. As a result, the following entry is made: 
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its 
on 
release in 1972, however, it has been criticized because of 
its inconsistency in its application to different employee 
stock option plans. It is also criticized for classifying 
deferred compensation cost as an asset when such cost is so 
intangible that it can hardly constitute a prepaid 
compensation. 
SFAS 123 takes the approach to recognize the value of 
the option contract but overlooks the payoff benefit 
offered to the grantee of the options. Payoff is the 
intrinsic value when the option is exercised. It is the 
monetary benefit received by the employee upon exercise. 
Unlike APB 25, SFAS 123 considers compensation cost as a 
periodic expense, not as an asset. SFAS has been under 
fire for recommending the use of an option-pricing model. 
The main reason is that the recommended option-pricing 
models such as the Black-Scholes model and the binomial 
model have been designed for the valuation of traded 
options . Several assumptions made for the traded options 
under these models cannot be applied to employee stock 
options which are not traded in the open market. 
The proposed valuation approach presented in this 
paper agrees with SFAS 123 that employee stock options have 
value but uses the payoff value of the options to 
approximate the option value calculated from an option-
pricing model. The underlying assumption is based on the 
findings of Black and Scholes that because the expiration 
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date of the options is far in the future, the option value 
is approximately equal to the payoff value. The payoff 
value is much simpler to calculate than the option value. 
Similar to SFAS 123, the proposed approach considers 
compensation cost as an expense. Unlike APB 25 and SFAS 
123, the proposed approach does not recognize the 
compensation as an equity, but rather a liability. This is 
based on the assumption that the grantee is more likely to 
exercise his or her options as the stock price continues to 
rise. Such liability is similar to a salary payable. The 
proposed approach also adjusts the payoff value 
periodically to reflect changes in stock prices. Doing so 
gives a fair estimate of compensation benefits received by 
the grantee if the option is exercised immediately. In 
sum, the proposed valuation approach offers a way to retain 
advantages in APB 25 and SFAS 123 and to make up the 
deficiencies. 
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